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(1)

INVESTING IN THE FUTURE: MINORITY OP-
PORTUNITIES AND THE THRIFT SAVINGS
PLAN

THURSDAY, JULY 10, 2008

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON FEDERAL WORKFORCE, POSTAL

SERVICE, AND THE DISTRICT OF COLUMBIA,
COMMITTEE ON OVERSIGHT AND GOVERNMENT REFORM,

Washington, DC.
The subcommittee met, pursuant to notice, at 10 a.m., in room

2247, Rayburn House Office Building, Hon. Danny K. Davis (chair-
man of the subcommittee) presiding.

Present: Representatives Davis, Cummings, Norton, Sarbanes,
and Jordan.

Staff present: Lori Hayman, counsel; William Miles, professional
staff member; and Marcus A. Williams, clerk.

Mr. DAVIS OF ILLINOIS. The subcommittee will now come to
order.

Although the ranking member hasn’t arrived yet, I expect him to
come momentarily, and given the fact that I grew up in an environ-
ment where punctuality was the essence of being, or at least my
father thought so, we will go ahead and begin.

Welcome, Ranking Member Marchant, members of the sub-
committee, hearing witnesses, and all those in attendance to the
Subcommittee on the Federal Workforce, Postal Service, and Dis-
trict of Columbia’s hearing entitled, ‘‘Investing in the Future: Mi-
nority Opportunities and the Thrift Savings Plan.’’

The Chair, ranking member, and subcommittee members will
each have a 5-minute period to make opening statements, and all
Members will have 3 days in which to submit statements for the
record. Hearing no objection, so is the order.

I will begin with an opening statement.
We welcome Mr. Jordan. Mr. Jordan, how are you doing?
Mr. JORDAN. Good morning.
Mr. DAVIS OF ILLINOIS. Today’s hearing is intended to examine

ways to increase minority participation in the management of
Thrift Savings Plan [TSP] Funds and to explore why the Federal
Government uses passive management strategies versus active
management of TSP funds.

The TSP is the Federal Government’s retirement plan, similar to
private employer’s 401(k) plans. The TSP has over $224 billion
under its management. The Plan is unique because, unlike other
Federal Government programs, it does not receive any appropria-
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tions of taxpayer money, nor does it have a public purpose, and all
decisions must be made for the exclusive benefit of TSP partici-
pants who invest in the program. This gives participants the con-
fidence that the money invested will only be used in their interest
and they will not be charged astronomical fees. By law, TSP stock
and bond funds must be passively managed index funds. Passive
management funds seek to replicate the broad markets, not beat
them, often creating savings for participants because of their tradi-
tionally lower fees.

The debate over minorities participating in the TSP funds has
been a concern for quite some time; yet, the issue came to the fore-
front during last year’s Congressional Black Caucus legislative con-
ference. The executive director of the Federal Retirement Thrift In-
vestment Board revealed that there are minority firms with talent
in long-term financial management. However, most of these firms
gravitate toward the active fund management business, which is
not an investment strategy of the TSP. Research by the TSP indi-
cates that there may be only one minority-owned firm that deals
with passive-management of index funds.

Today’s hearing will examine ways to increase minority access
and the possibility of increased profitability to members of the Plan
because of diversification to active management strategies. Several
ideas will be discussed today to try to achieve this goal, including:
one, minority firms using passive fund strategies so they can par-
ticipate in the management of TSP funds; two, minority firms ap-
plying to participate in Barclays minority program; and, three, TSP
beginning to operate using active funds to increase profitability and
minority access.

The debate about active versus passive management of TSP is
not a new concept. Today we will discus some of the viable options
and explain why the TSP operates as it currently does, and why
some firms feel that it is time for the TSP to leap into the future
and change its management style of TSP funds.

I thank all of the witnesses in attendance and we look forward
to your testimony.

[The prepared statement of Hon. Danny K. Davis follows:]
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Mr. DAVIS OF ILLINOIS. I will now yield to Mr. Jordan for any
comments that he might have.

Mr. JORDAN. I thank the chairman.
Today’s hearing will take a look at the extent to which minority-

owned firms are involved in management of the Thrift Savings
Plan funds. For most Federal employees, these funds are a critical
component to their retirement plans and, as such, represent a sig-
nificant positive asset for recruitment and retention of talented
civil servants.

The Federal Retirement Thrift Savings Investment Board has
managed the funds of these Federal employees in such a manner
as to ensure independence, reasonable cost, and transparency. Any
efforts to modify that system must first seek to maintain and en-
hance these characteristics.

It is also important to recognize that the funds controlled by this
fund are first and foremost someone else’s money. These funds be-
long to the women and men who have earned them through their
service to this country. There may be ways to improve the oper-
ation of this fund, but Congress should always keep in mind that
it isn’t our money. That doesn’t mean we can’t suggest changes, but
the desires and personal goals of the civil servants should always
be our guiding principle in making these sort of changes.

I look forward to the testimony of the witnesses today and want
to thank the chairman for scheduling the hearing.

Mr. DAVIS OF ILLINOIS. Thank you very much, Mr. Jordan.
Now I would like to ask Representative Norton if she has some

opening remarks.
Ms. NORTON. I thank the chairman for this hearing. There are

two ways to look at this hearing; to look at what the TSP is doing
generally and also look at it as a continuation of the chairman’s
concern for equal opportunity when Federal dollars are at stake or
Federal employment is involved.

We have a competitive process. We are dealing here, at least
when it comes to firms, with an area that has been traditionally
closed to minority firms; indeed, has discriminated against them.
So there is no wonder that this is one of those areas in which we
would want to make sure that minority firms understood the com-
petitive process of the Federal Government and that we reached
out to encourage their participation in an area that is one that did
not welcome them, traditionally, in this government and in this so-
ciety.

We have to satisfy ourselves that is being done, particularly
when you consider the growing number of employees who contrib-
ute to the fund who are people of color. We want to make sure that
we have done all that we can do to ensure that every part of our
government has welcomed all to participation. This may be a dif-
ficult part; therefore, it requires some specific action; perhaps ac-
tion that has not yet been taken, but we will see.

I thank you again, Mr. Chairman.
Mr. DAVIS OF ILLINOIS. Thank you very much, Representative

Norton.
We will now go directly to our witnesses. Before swearing them

in, let me just introduce our first panel.
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Our first panel is Mr. Greg Long, who is the Executive Director
of the Federal Retirement Thrift Investment Board. The Board is
responsible for administering the Thrift Savings Plan, which is cur-
rently the contribution fund for Government employees.

Thank you very much, Mr. Long, for being here.
Our second witness is Mr. Michael Sobel. Mr. Sobel is the man-

aging director and head of U.S. Equity Trading for Barclays Global
Investors, which is the management company responsible for the
outside management of TSP funds.

Gentlemen, is it our tradition that witnesses be sworn in. If you
would stand and raise your right hands.

[Witnesses sworn.]
Mr. DAVIS OF ILLINOIS. The record will show that the witnesses

answered in the affirmative.
Again, gentlemen, we are pleased that you are here with us. We

would ask that you summarize your statement in 5 minutes. We
generally are guided by the green light, although we don’t always
adhere totally to it. But the green light indicates that you have 5
minutes. When it gets yellow, you are down to 1 minute; and, of
course, the red light means that you should summarize your state-
ment and then we will go into questions.

Let me thank you again, and we will begin with Mr. Long.

STATEMENTS OF GREG LONG, EXECUTIVE DIRECTOR, FED-
ERAL RETIREMENT THRIFT INVESTMENT BOARD; AND MI-
CHAEL SOBEL, MANAGING DIRECTOR AND HEAD OF U.S. EQ-
UITY TRADING, BARCLAYS GLOBAL INVESTORS

STATEMENT OF GREG LONG

Mr. LONG. Chairman Davis and members of the subcommittee,
my name is Greg Long, and I am the Executive Director of the Fed-
eral Retirement Thrift Investment Board. The five members of the
Board and I serve as the fiduciaries of the Thrift Savings Plan for
Federal employees.

The TSP is the largest defined contribution retirement plan in
the world. Individual accounts are maintained for more then 3.9
million Federal employees, members of the uniformed services, and
retirees. As of June 30th, the TSP totaled $226 billion in assets.

Your letter of invitation explained that the purpose of this hear-
ing is to examine the passive investment strategy used in the TSP
and explore ways to increase minority participation management of
the TSP. I will address both of these matters in my statement.

The TSP was created by Congress in the Federal Employees Re-
tirement System Act of 1986, following 3 years of study and hear-
ings by the House and Senate committees of jurisdiction. The
record of these proceedings shows that the committees received
input from pension experts, academics, employee representatives,
the financial services industry, and the Reagan administration.
Significant assistance was also provided by the Congressional Re-
search Service and GAO.

Various investment approaches were considered and, ultimately,
the House and Senate decided on a passive investment policy for
the TSP. Passive management in the TSP is achieved through the
use of index funds. All of the stocks in an index are purchased.
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There is no ‘‘active’’ attempt to out-perform the index through spe-
cific stock selection.

The following passage from the Joint Explanatory Statement of
the Committee of Conference explains how the conferees them-
selves described the crucial nature of this decision: ‘‘Most impor-
tantly, the three funds authorized in the legislation are passively
managed funds, not subject to political manipulation. A great deal
of concern was raised about the possibility of political manipulation
of large pools of thrift plan money. This legislation was designed
to preclude that possibility. Concerns over the specter of political
involvement in the thrift plan management seem to focus on two
distinct issues. One, the Board, composed of Presidential ap-
pointees, could be susceptible to pressure from an administration.
Two, the Congress might be tempted to use the large pool of thrift
money for political purposes. Neither case would be likely to occur
given present legal and constitutional restraints. The Board mem-
bers and employees are subject to strict fiduciary rules. They must
invest the money and manage the funds solely for the benefit of
participants. A breach of these responsibilities would make the fi-
duciaries civilly and criminally liable.’’

The Conference Report goes on to describe how the passive ap-
proach is designed to insulate the TSP from political pressure while
allowing Plan participants to benefit from the long-term growth
available in the broad markets.

Since the initial policy was established by the Congress in 1986,
the Board, on its own initiative, has conducted two major invest-
ment policy reviews. Between 1993 and 1995, the Board reaffirmed
the passive strategy, while asking the Congress to authorize addi-
tional passively managed index funds for investment.

Again in 2006, with the assistance of Ennis Knupp, our Chicago-
based investment consultant, the Board undertook a second major
review of TSP investment policy. This review again reaffirmed the
passive management approach, which the Board continues to en-
dorse and pursue.

Surveys of Federal employees by the Office of Personnel Manage-
ment have shown that the TSP is very highly regarded. Our own
surveys internally support the same findings. Investment legend
John Bogle, the founder of Vanguard Mutual Funds, has character-
ized the TSP as ‘‘the best single savings vehicle in America today.’’
The Board members and I are privileged to offer this valuable ben-
efit to the men and women who serve our Nation, and we endorse
continuation of this passive investment philosophy, which has
served Plan participants very well over the past 21 years.

With regard to the second matter noted in your invitation, this
is the second time in 16 months that I, as Executive Director, have
been asked by a Member of Congress to publicly discuss why the
Board does not specifically seek asset management services for mi-
nority or women-owned vendors. Last September, Congresswoman
Maxine Waters invited me to address the same topic at the Con-
gressional Black Caucus Foundation’s Financial Services Issue
Forum.

I accepted that invitation even though I knew that many vendors
in attendance would not be pleased with my message. Neverthe-
less, I think it is important to speak openly to all members of the
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financial services industry so there is a clear understanding of just
what the Board is seeking when it goes to the marketplace for in-
vestment services.

First, for the reasons discussed above, the TSP offers only pas-
sive investments to participants. Consequently, we do not seek
services from the very large segment of the financial services in-
dustry that offers various active management products. Our goal
with regard to investments is to replicate the returns of the broad
indices, as our statute requires.

Second, our law requires the Board to develop investment poli-
cies which provide for low administrative costs. I, and all of my
predecessors, determine that the best way to achieve low adminis-
trative costs for the participants is to conduct a full and open com-
petition for the asset management services we require. This process
of open competition has resulted in the hallmark of the Plan’s suc-
cess, which is its very low administrative costs. In my view, this
remain the gold standard for ensuring participants that this Plan
is being administered exclusively for their benefit, as our guiding
statute requires.

Some agencies may seek to further social or political goals when
they spend taxpayer dollars to accomplish their missions. The
Board, however, does not spend taxpayer dollars. Our administra-
tive expenses are paid first from forfeitures and then from the in-
vestment earnings of all TSP participants. These expenses reduce
the retirement savings of our participants and thus must be ex-
pended solely for their benefit. This highly focused approach gov-
erns all of our policy and business decisions, including the procure-
ment of services.

Additionally, by statutory design, the financial services we seek
are the plainest of plain vanilla. In writing and amending our stat-
ute, the Congress clearly intended that the TSP’s funds are to be
invested efficiently, keeping market impact to an absolute mini-
mum.

I hope this testimony helps the subcommittee in its review, and
I welcome any questions.

[The prepared statement of Mr. Long follows:]
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Mr. DAVIS OF ILLINOIS. Thank you very much.
We will now hear from Mr. Sobel.

STATEMENT OF MICHAEL SOBEL
Mr. SOBEL. Chairman Davis and members of the subcommittee,

my name is Michael Sobel. I am here to testify on behalf of
Barclays Global Investors and its role as the external manager for
the Federal Thrift Savings Plan. As head of U.S. Equity Trading
at BGI, I am responsible for equity and listed derivatives trading
originating from the United States, of which responsibilities in-
clude assuring that the execution results are in line with BGI’s
best execution principles in managing our brokerage relationships.

I will begin by discussing our investment philosophy and our
structure, both of which are focused on delivering highly reliable,
low-cost investment results to institutional investors like TSP. By
‘‘institutional,’’ I refer to defined benefit and defined contribution
pension plans sponsored by corporations or public agencies, and to
endowments, foundations, and other similar pools of capital. I will
then say a few words about the services we provide to the TSP and
elaborate on how we keep the costs associated with trading and in-
vesting as low as possible. I will conclude by discussing BGI’s
Emerging Broker Program, which has been in place since the early
1990’s.

Barclays Global Investors was founded in 1971 as part of Wells
Fargo Bank in San Francisco, CA. Today, we are owned by
Barclays PLC, one of the world’s leading financial services provid-
ers. We are headquarters in San Francisco with approximately
3,400 employees worldwide. Since our founding, BGI has remained
true to a single global investment philosophy which we call Total
Performance Management. BGI manages performance through the
core disciplines of risk, return, and cost management. The success
of our indexing methodology results from our focus on delivering
superior investment results over time while minimizing trading
and other implementation costs and rigorously controlling invest-
ment and operational risks.

We are honored to have served as an investment manager for the
TSP since 1988, a relationship that we have retained in regular,
highly competitive bidding process. BGI manages four of the invest-
ment options available for participants: the TSPC Fund, based on
large-cap U.S. equities; the S Fund, based on mid and small-cap
U.S. equities; the F Fund, based on Lehman Agg. Long-Term Bond
Index; and the I Fund, based on the MSCI Europe Australia Far
Index of non-U.S. equities. There is also a G Fund, which is man-
aged by the U.S. Treasury and invests in U.S. Treasury securities.
In August 2005, the TSP added a series of lifecycle or target hori-
zon options that use the existing five options as the asset class
building blocks with allocations in each lifecycle across the funds,
these options being determined by a separate vendor selected by
the TSP.

BGI provides investment management services to the TSP and
no other services. This is also true of BGI’s relationship with most
of our other clients. In general, we provide only investment man-
agement services, which we consider to be our core expertise. The
key to our success in asset management is our ability to minimize
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implementation and trading costs. High costs and expenses of in-
vesting detract from performance and investment returns; lower
costs increase the investment pool and put more money long-term
into the pockets of investors.

Let me say a few words about how we do this. Each of our index
funds is structured to match the performance of a specific index.
These indices, such as the S&P 500 or MSCI EAFE, are designed
by third-party index providers. However, these indexes are really
paper portfolios and do not include any of the trading costs that
real-world investors experience. Thus, to successfully achieve the
performance target—that is, to track the index as closely as pos-
sible—BGI strives to minimize the real-world cost through a vari-
ety of highly efficient trading approaches.

Through the size and diversity of our client base, we are able to
match or offset a significant portion of our clients’ buy and sell or-
ders internally, thereby reducing or eliminating market transaction
costs. The internal matching of buy and sell orders is commonly re-
ferred to as crossing and is conducted and actively monitored by
BGI pursuant to the terms and conditions of an exemption issued
by the Department of Labor. All these transaction cost savings,
which we estimate are in the hundreds of millions of dollars annu-
ally, are passed directly to the clients.

When we do trade in the external markets, we utilize carefully
developed and managed trading strategies, and we access all pos-
sible sources of liquidity, including electronic marketplaces. Our
trading activities are supported by dedicated trading research team
whose sole job is to develop new trading strategies and techniques
to minimize trading costs. Our prime objective is to achieve the
highest degree of control over investment outcomes at the lowest
possible cost. BGI has developed state-of-the-art systems which use
automation to improve trading efficiencies and lower transaction
costs, which are often found at major broker-dealers.

We execute our trades through broker-dealers who are pre-
screened for creditworthiness, as we believe all trading relation-
ships incorporate some level of credit exposure to the executing
broker. We rigorously monitor the prices at which our trades are
executed relative to the number of market-related benchmarks to
ensure that we are receiving best execution. We also use our scale
to negotiate fairly low per share commission rates. BGI has not and
has never used soft dollars in its trading activities on behalf of our
funds. BGI does not accept direction from investment management
clients as to its trading activities, including its selection of brokers
with which it trades.

Over the course of a long-term investment, lower management
fees and expenses can translate into considerable savings for inves-
tors. Indeed, index investing remains the most cost-effective and di-
versified way to gain exposure for most investors’ portfolios.

Now I would like to discuss BGI’s Emerging Broker Program.
BGI is committed to promoting and utilizing new ideas in invest-
ment services in order that we may provide our clients with the
best and widest range of execution services and alternatives that
are consistent with our fiduciary responsibilities. In keeping with
our fiduciary responsibilities, BGI has an explicit policy to select
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the most credit-worthy counterparties that provide the best execu-
tion at the lowest possible cost.

At the same time, we recognize the diversity and complexity of
today’s business community and that recent trends in financial
services have resulted in an increasing number of firms offering
brokerage services that do not fit the traditional format of a full-
service investment firm. These emerging brokers include minority
business enterprises, women-owned business enterprises, disabled
veterans enterprises, and other small firms offering alternatives to
established and well-capitalized broker-dealers.

Within the contest of our overall trading requirements, BGI be-
lieves it is important to allow for the positive impact of innovative
ideas and differentiated service from emerging brokers. The diver-
sity of thinking and potential for creative problem-solving is often
associated with the entrepreneurial culture of emerging brokers.
This is an advantage that we have long recognized and wish to con-
tinue to provide for our clients. As a result, we have developed a
separate program and approval requirements for emerging brokers.

Firms are selected on the basis of several criteria, including cap-
ital, business and regulatory track record, operational capabilities,
trading talent, competitive costs, and reputation. For firms that
pass the initial screening, BGI conducts due diligence, which often
includes an onsite visit by BGI trading personnel. Once selected,
our trading team works closely with the dealers to establish real-
time connectivity, review order handling guidelines, and establish
the best execution framework required to do business with BGI. We
have found, in our experience, emerging brokers are most success-
ful with us when they focus on working to match offsetting client
order flow or in handling agency orders in small or mid-cap securi-
ties that have irregular trading patterns.

The nature of the investment strategies managed by BGI means
the majority of our trading requirements will continue to be met
by those firms that provide the necessary automation and high vol-
ume, low cost execution that is part of the advantage that we offer
to our clients. However, also due to BGI’s scale, we are often within
the top 10 clients of an emerging broker in the program. We don’t
believe it is in either the broker’s interest or in the interest of BGI
and its clients to be the dominant customer of any brokerage firm,
as it creates and poses dependency risks to both sides.

Because of our commitment to innovation, which we firmly be-
lieve originates in the diversity of ideas, we continue to refine our
counterparty approval policies to ensure that they recognize the
positive potential contribution of emerging brokers.

I thank you for the opportunity to speak with you today and I
look forward to answering questions that you may have.

[The prepared statement of Mr. Sobel follows:]
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Mr. DAVIS OF ILLINOIS. Thank you, gentlemen, very much. We
will proceed directly into a line of questioning.

Let me begin with you, Mr. Long. From time to time, we hear
about possible political manipulation of TSP money and that one
of the things that the Board is very conscious about and against
is that kind of manipulation. Could you share with us some exam-
ples of what might be called political manipulation or attempts at
political manipulation?

Mr. LONG. Sure. In the past, we have seen different groups that
wanted to receive favorable treatment from the TSP. There was a
group that represented commodities that thought we should have
a commodities fund. There was another group that represented real
estate investment trusts that thought we should have a real estate
investment fund. There are groups that think they should receive
favorable treatment, and there might be rational reasons behind
those goals, but that is not what we do. We look out just for the
best interest of participants’ beneficiaries.

Mr. DAVIS OF ILLINOIS. You also mentioned in your testimony
about surveys that you have done and, of course, surveys that the
Office of Personnel Management [OPM] have done both indicate a
high level of satisfaction on the part of employees, on the part of
investors. What are some of the things that they indicated that
perhaps they liked best about what was happening?

Mr. LONG. I think the most important statistic from the survey
was the level of overall dissatisfaction. We had a level there of
about 3 percent. So some participants are highly satisfied, some
participants are kind of in the middle, but the number of people
who are dissatisfied is in the single digits; and that says, on an
overall basis, we are doing a darn good job. And when I say we,
I mean not just the agency that I help run, but OPM and the Gov-
ernment as a whole.

The focus on the funds, we asked about specific funds. There is
some desire for more funds, but then when you get down to the
question of are you willing to pay more money for more funds, the
answers change. What we also saw is a clear high usage and bene-
fit of the Web site. In other words, people go to the Web site, they
use it, and the people who use it often tend to make wiser invest-
ment decisions.

Mr. DAVIS OF ILLINOIS. Have you seen any place or would you
say that there is any place in the law that would allow for consid-
eration of social goals that could be used as part of the criteria for
investing the funds?

Mr. LONG. The Conference Report specifically—and I am going
from memory here, but the Conference Report specifically consid-
ered that and said that was not the intent of the TSP, that social
goals should not be looked at as we determine what the investment
options should be.

Mr. DAVIS OF ILLINOIS. In the 2006 bidding process, were there
any minority companies represented or did any minority companies
bid?

Mr. LONG. One moment.
[Pause.]
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Mr. LONG. The answer is no, there were none. What I was just
talking with Tom about is I can’t discuss the names of the people
who actually bid.

Mr. DAVIS OF ILLINOIS. Let me just go to you, Mr. Sobel, for a
minute. Could you tell us a little bit more about the Emerging
Broker Program?

Mr. SOBEL. Sure. Happy to. We started the program in the early
1990’s. As our size and complexity grew, we were really interested
in extending out the trading capabilities by looking to leverage the
kind of creative and entrepreneurial capabilities of smaller firms,
so we established this program. We are certainly also aware that
many clients also had a keen interest in supporting it as well,
which certainly didn’t hurt the overall approach that we had al-
ready been kind of taking. And we have found, over the years, that
by working with these brokers, that they learn from us and we
learn from them, and we are able to really leverage their keen and
intense focus on service, particularly for small and difficult names
to trade in the marketplace.

Mr. DAVIS OF ILLINOIS. I am going to actually go now to Mr. Jor-
dan, and I am going to ask Members if we would try and hold pret-
ty close to the 5-minute rule, and we will do another round where
we need to.

Mr. Jordan.
Mr. JORDAN. I thank the chairman. Whenever we have hearings

on this type of issue, I am always reminded of the Will Rogers line
who, I think, said, I am more concerned about the return of my
money than the return on my money, which I think is important
to keep in mind whenever we are talking about these kind of
issues.

I will just do one question. Elaborate on this whole debate be-
tween active and passive investment strategies, and specifically
tied into the fee structure typically associated with both, and
maybe even look at bear markets versus bull markets and how that
can impact. We can go with Mr. Long first and then Mr. Sobel.

Mr. LONG. We, by law, invest passively, so we do not employ an
active approach. An active approach would be one in which you pay
people, a manager, to make a determination between different
stocks: do you buy Pepsi or Coke, and which one is the best over
the long term. That is not a determination that we make in a pas-
sive style; we buy the whole marketplace.

Because you don’t need to pay people to make that decision,
these are typically very bright, well paid people, the expenses for
passive management for index funds are lower, often substantially
lower. It is not uncommon to have active management funds in ex-
cess of 100 basis points, sometimes in excess of 200 basis points.
When you take a look at the TSP, our total cost, including all serv-
ices, order costs for Web sites, statements, recordkeeping, invest-
ment management trading, all those expenses in aggregate net 1.5
basis points to participants. So it is an enormous difference, and
that difference translates directly to the pocket of our participants
and beneficiaries.

Mr. JORDAN. Would some argue that even with that fee structure
in mind, bear market versus bull market, can you elaborate on that
a little bit?
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Mr. LONG. There are, and I have read them, papers out there
that say active management generally does better in a bull market
than a passive market, and in a bear market passive management
tends to do better. You can find plenty of papers supporting both
arguments. There are a lot of people that have their own self inter-
ests and research is created to support that self interest. The bot-
tom line is, for the TSP, right now, we are required to do what we
do, which is passive management. It translates to low fees and,
over time, typically better returns than the average active manager
fund is able to produce.

Mr. JORDAN. Mr. Sobel.
Mr. SOBEL. I regretfully concur with Mr. Long; the fees are un-

usually low for this particular investment style. We do, as a firm,
believe that index investing, or passive investment strategies, are
kind of key and core to any investment plan, so having a compo-
nent of this as an option is incredibly important, just on the basis
of the fee differential alone. So 100 or 150 basis points or 1.5 per-
cent compared to 1/100th is a big hurdle to try to get over. So, from
the cost perspective, the overall kind of approach to passive invest-
ing I think is fairly compelling.

Bull market versus bear market, application of index funds, the
markets are incredibly complex and, depending on who you talk to,
whether they believe in efficient market theory or not, it is very
hard to beat the markets in either scenario, and market timing is
a very difficult thing.

Mr. JORDAN. I thank the chairman.
Mr. DAVIS OF ILLINOIS. Thank you very much, Mr. Jordan.
Mr. Sarbanes, no questions?
Ms. Norton I am sure she does, but while she is on her way back,

let me ask you, Mr. Sobel, is the Federal Government your largest
client? Do you have a client larger than that?

Mr. SOBEL. I actually don’t know the answer to that. I don’t
think the answer to that would be yes. So I think the answer to
that is no, I do not believe that they are our single largest client.

Mr. DAVIS OF ILLINOIS. Oh, OK.
I see that Ms. Norton is back. Ms. Norton.
Ms. NORTON. Thank you very much, Mr. Chairman.
Could I ask, Mr. Long, has the TSP outperformed other publicly

managed funds that are involved in active management, where the
funds are invested with active managers?

Mr. LONG. We spend our time looking at the performance rel-
ative to the benchmark.

Ms. NORTON. Sorry?
Mr. LONG. I said we spend our time, in our analysis, looking at

how we perform relative to the benchmark that we are required to
perform to, and that we don’t compare ourselves to other publicly
managed funds. However, I can say that I am sure that other pub-
licly managed funds that employ active strategies, some have prob-
ably outperformed us.

Ms. NORTON. Well, how do you perform with respect to the mar-
ket, period?

Mr. LONG. We replicate the market.
Ms. NORTON. Explain.
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Mr. LONG. Instead of buying some stocks, we buy all of them,
and that is a strategy——

Ms. NORTON. So what happens to the market happens to you?
Mr. LONG. Whatever the market happens to do. And that is an

incredibly——
Ms. NORTON. So risk-averse as you are, whatever happens to the

market happens to you.
Mr. LONG. That is correct.
Ms. NORTON. So how are you faring now, Mr. Long?
Mr. LONG. Well, the market has had a tough month, tough 6

months, and it performs badly. Beating the market is a challenging
thing to do. What you will find is some active managers are able
to beat the market some of the time; an awful lot of them don’t.

Ms. NORTON. I want to be clear, Mr. Long. I understand this is
a Federal Government fund. I am asking these questions because
I am trying to make sure this fund that was set up, with set up
guiding principles a long time ago—how long has it been—inves-
tigates, looks at those principles and doesn’t simply accept them,
as I must say I hear you saying you don’t even look at its compari-
son to other funds.

So I don’t mind you concentrating on your work, but it seems to
me, if anything, out of market intellectual curiosity, you want to
know something about—I have in mind, Mr. Long, for example,
there are State teachers’ funds, there are a plethora of public funds
in the market. They better not lose any more than we better not
lose, because they are generally handling, sir, funds that are far
more critical to those to whom they owe a fiduciary responsibility.
They are handling entire retirement funds.

So I sense that we are taking care of everybody, and when I look
at the plethora of public funds in the States that are infected in
an active management, at least leads me to ask questions. Why are
we so much more secure than they who have so much more at
stake than we, because we certainly are not here talking about peo-
ple’s fundamental retirement.

Mr. LONG. The plans that you reference, the State plans, are, not
all, but most, defined benefit plans, meaning that the participant,
the end-user has a defined benefit that is irrespective of the way
that the funds perform. The State has the obligation to pay the em-
ployee usually a fixed percentage——

Ms. NORTON. I am quite aware of that, Mr. Long.
Mr. LONG. OK.
Ms. NORTON. I don’t see how that answers my question. You are

saying to me that the State would have to pay in any case. Are you
saying to me that the State has had to make up for losses? Is that
what you are implying? I can understand a defined benefit plan
and what it is supposed to do and what would happen if in fact
there were losses. That doesn’t answer my question. My question
is that much more is at stake, there is much more to lose, and yet
the investment is made. Why do they make the investment in that
way?

Mr. LONG. I am not sure I understand why you are saying there
is much more to lose.
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Ms. NORTON. I am talking about often whole retirement funds.
I am not talking about something like TSP, which does not involve
people’s entire retirement.

Mr. LONG. Well, the TSP is a core part of anybody who—is for
employees, certainly, but it is not their only retirement source of
income.

Ms. NORTON. Yes. So continue.
Mr. LONG. I am not sure what the question is, though.
Ms. NORTON. My question, Mr. Long, has to do with State funds

that in fact often do involve people’s entire retirement. And I want
to know why the States do not feel that they are at substantial risk
in having at least some of those funds in active management.

Mr. LONG. Well, they have experts. They sit down and they have
experts that choose the funds. They have a pension management.
The State of New York, they have a pension expert that sits down
and decides what to invest those moneys in. Those are not made
at the participant level, they are made at the trustee level.

Ms. NORTON. Obviously, Mr. Long.
Mr. Sobel, perhaps you can inform us of how—obviously these

States, these pension funds, these union pension funds have had to
calculate the consequences of a horrifically under-performing mar-
ket. There is, I argue, even more of a reason to be risk-averse and,
yet, they have in fact—I think you will hardly find a State that
doesn’t have substantial funds in active management, and I am
simply trying to understand, since they have the same kind of fidu-
ciary relationship to their employees as we do, except that they are
usually holding funds that are far more important not their em-
ployees.

I am trying to find out what is the core difference in the decision-
makers. We are one here. There would have to be a State legisla-
ture who was there. Why do they take this risk and we don’t take
this risk even with a small, let us say, part of our funds? Do these
States, do these funds feel they have a risk? How would you ex-
plain the difference in the approach, both of which require some
very high level of risk-averse in deciding which approach to use?

Mr. SOBEL. Well, I think it is a great question. It is an extremely
complicated area. It all has to do with what type of aversion to risk
do you have. Certainly, as you pointed out, even passive strategies
have a very substantial amount of market risk associated with
them. Active strategies also bear that market risk; they have an
additional layer of risk, which has to do with the stock selection.

Ms. NORTON. Have some of these active funds been able to beat
the market in this market situation, which, as Mr. Long has had
to say, has not been good for those who simply follow the market,
whichever way it goes? Have some of the funds in active manage-
ment been able to beat the market in this climate, in this economy?

Mr. SOBEL. Sure, some certainly have. But I think over the long
run we have hundreds of thousands of clients from all over the
world, and there are many examples of very large, sizable funds
that make most, if not all, of their investment into passive strate-
gies as a matter of policy, and we have seen others——

Ms. NORTON. Give me examples of those funds that make all
their investments in passive.
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Mr. SOBEL. I am not going to be at liberty to disclose any names
of any funds.

Ms. NORTON. That must be a matter of public record, because
they would want everybody to know that, especially those to whom
they are responsible.

The point of this line of questioning is—which still has, I must
say, not been responded to to my satisfaction, and I am sorry we
don’t have somebody from one of these State funds or State legisla-
tures—is to try to get to the bottom of what it is we are afraid of
so I know what it is, whether, in fact, we could hedge against it
in some way or whether the best strategy is the strategy we have.
A strategy, of course, we have, I must say, has been based on an
economy that right under us is changing in fundamental ways that
nobody understands. I have been having debates with friends
about, well, you know, this mantra, you know, we are a robust
economy, this is part of the cycle.

There is no cycle ever like this that we have seen. This is a per-
fect storm and it involves some uncontrollables that will always be
beyond our control that have now become primary in this economy.
And no one can imagine that for decades now they won’t be. New
actors in the economy, huge new hungry actors, and, of course,
commodities like oil and food going ways that are completely ad-
verse to the way in which this country was built. So someone who
says, oh, it is a robust economy, we are having a downturn, seems
to me is not doing the kind of analysis we need to do to try to un-
derstand this.

The analysts I most respect are those who are beginning to even
question whether or not those who say the obvious, that, you know,
the new actors, that is the reason for it. Those who have looked se-
riously say we don’t even know the reason for it in a global econ-
omy.

So, Mr. Long, when you come and say all I do is look in my own
navel, as much as I can understand that, we may wake up 1 day
and find that we have not had fair warning, that there were other
things we should be looking at. I don’t know if one of those is pilot-
ing something in active management. I don’t know. I don’t know
enough to know. My problem is I don’t think you know enough to
know. And I believe, in an economy that is really changing right
from under you, that it is your obligation to know.

We did not know, at the time of the farm bill, for example, Mr.
Chairman, I didn’t know, I did not perceive, I hadn’t read deeply
enough to know that subsidizing ethanol was going to make us go
completely off the cliff, because we had made that decision years
ago. So here we are now eating gas and subsidizing it. So I must
say I think the only thing to do is to bring self criticism and skep-
ticism to everything we do, and especially to handling somebody
else’s money; and that is what you are doing now, you are handling
somebody else’s money, and I would hope you would be looking at
how everybody else is handling it and what is happening to our
economy.

I thank you, Mr. Chairman.
Mr. DAVIS OF ILLINOIS. Thank you very much.
Let me just see if I can understand. Are there reasons we can

define which suggest that teacher retirement funds, State funds
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are instances where there is a greater reliance for ultimate retire-
ment than what is on the TSP? Are we more judicious than those
investors or are we more judicious than the handling of those pen-
sion contributions? Is there a defined rationale for that position?

Mr. LONG. Would you like me to respond?
Mr. DAVIS OF ILLINOIS. Yes.
Mr. LONG. For a teacher, for anybody who is entirely dependent

on a single pension, then I think it is a fair statement, then you
have somebody who is fully reliant on one pension plan, as opposed
to the current three-tiered structure that exists under the Federal
system. But does that change the basic fiduciary obligation to look
out solely for the best interest of the beneficiaries? No. It doesn’t
change what we do.

Mr. DAVIS OF ILLINOIS. So I guess the most that we would end
up being able to say is that we have a system and a process that
is defined that is different than some others, and, yet, the outcomes
are expected to be the ultimate protection in both instances. I am
sure the people who invest teacher retirement funds want to make
absolutely certain that, when Ms. Jones gets ready to retire, that
everything is in place and everything is there.

Let me just ask another question. Given the lay of the land,
given what we know, given the law, given what we have experi-
enced, given what we have seen, do you see any wiggle room for
movement toward accomplishment of the goal that I am certainly
seeking, and that is the goal of finding a way that the level of di-
versity changes a bit from what it is in the direction of where we
are trying to take it? Mr. Long.

Mr. LONG. Yes, and as the more companies grow—right now,
BGI is our vendor. We will re-compete that again and again and
again, and whoever is the best and whoever wins that competition
will be the manager for at least some of the TSP. There is no rea-
son to think that it has to be BGI in the future. And whether that
is a woman-owned firm, minority-owned firm, as long as it is U.S.-
based, they can compete.

Mr. DAVIS OF ILLINOIS. Mr. Sobel, let me just ask you does
Barclays have an internal diversity or diversification program or
goal or system? What is your position on diversification?

Mr. SOBEL. And this relates to our employee population that you
are referring to?

Mr. DAVIS OF ILLINOIS. Yes. I mean the overall diversification.
When I think of diversification, I really think of from top to bottom,
I think of from side to crossways, I think of from up to down, and
I think of what it is that we do.

Mr. SOBEL. I do know that we have a team focused on this, but
I have to profess it is a bit outside of my core area of expertise.

Mr. DAVIS OF ILLINOIS. OK. Could you perhaps get an answer for
us for that and get it back to us?

Mr. SOBEL. Yes, happy to.
Mr. DAVIS OF ILLINOIS. All right.
Thank you, gentlemen, very well. We appreciate your being here

and we thank you so much for your testimony.
We will go to our second panel. Our second panel is going to con-

sist of Mr. Edward Swan. Mr. Swan has over 32 years of institu-
tional investment management and marketing experience covering
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major domestic and international investment sectors, most recently
as President of the Fiduciary Investment Solutions Group. Mr.
Swan, we welcome you. Thank you very much.

Mr. Jarvis Hollingsworth is a partner in the public law section
of the Houston, TX office of Bracewell and Giuliani. He also serves
as a trustee of the Teacher Retirement System of the Texas Pen-
sion Fund, after serving as chairman from 2002 to 2007.

Gentlemen, we thank you very much. If you would stand and be
sworn in.

[Witnesses sworn.]
Mr. DAVIS OF ILLINOIS. The record will show that the witnesses

answered in the affirmative.
Gentlemen, we thank you so much for being with us, and we ask

that you summarize your statements in 5 minutes. Your entire
statement, of course, will be included in the record. Yellow light in-
dicates that you have a minute left, if you would then sum up, and
the red light indicates the time is over.

We will begin with you, Mr. Swan.
Mr. SWAN. Mr. Chair, with your permission, could I ask Mr. Hol-

lingsworth to go before me? I think some of his comments will be
very pertinent to the discussion that just occurred.

Mr. DAVIS OF ILLINOIS. Well, I have always been taught that age
was before beauty anyway, so——

Mr. HOLLINGSWORTH. Does that imply he is older than me? Be-
cause I love that. [Laughter.]

Mr. DAVIS OF ILLINOIS. Mr. Hollingsworth, you may proceed.
Thank you.

STATEMENTS OF JARVIS HOLLINGSWORTH, PARTNER,
BRACEWELL AND GIULIANI, LLP; AND EDWARD SWAN, JR.,
PRESIDENT, FIDUCIARY INVESTMENT SOLUTIONS GROUP

STATEMENT OF JARVIS HOLLINGSWORTH

Mr. HOLLINGSWORTH. Thank you, Mr. Chairman, members of the
subcommittee. It is an honor to be here today to discuss these
issues with you. My name is Jarvis Hollingsworth. I am a lawyer
and a partner with the law firm of Bracewell and Giuliani in Hous-
ton. I was most recently the chairman of the Board of the Teacher
Retirement System. It was a privilege to serve the active and re-
tired teachers of Texas for over 6 years as a fiduciary and steward
of their retirement dollars.

The System, typically referred to as Texas Teachers, about $112
billion as of market today, serves over 1.2 million retired and active
teachers. It is the sixth largest public pension plan in the country.
The plan pays out over $5.5 billion a year in benefits. It is a de-
fined benefit plan and therefore is the sole retirement of the teach-
ers and the retirees.

I will address three issues here today. First, recent changes in
the investment allocation at Texas Teachers. I will then talk about
the use of external managers and moving Texas Teachers from a
passively managed strategy to some active management. Third, I
will give the subcommittee some background on efforts under my
leadership at Texas Teachers to increase minority participation at
the fund, as you seek to do here possibly at TSP.
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During fiscal year 2006, our Board of Trustees instituted a very
thorough review of the investment program. One objective was to
increase the return to the fund without an increase in risk. A sec-
ond objective was to review the fund’s asset allocation in order to
lessen the fund’s exposure to dramatic swings in the stock market
and to achieve a more efficient and more balanced asset allocation.
We determined that these objectives would help the fund, first,
meet our future pension obligations; second, be more cost-effective;
and, third, manage our risk in a very proactive manner.

In recent past, the Texas Teachers portfolio was concentrated in
large domestic equities. Hence, in good and bad economic times, a
majority of our fund’s returns had historically been driven by the
performance of these publicly traded instruments. Prior to the
board’s reallocation of the assets in 2006, which I will get to in just
a moment, the proportions of our total investment strategies were
65 percent equities, 26.8 percent fixed income, 4.3 percent that was
spread across the various alternative assets, private equity, real es-
tate, and hedge funds, 3 percent in cash instruments. So over 90
percent of the fund at that time was essentially invested in an en-
hanced index or passive management approach.

One of the things that led us to the study was, when I first came
on the board in 2002, I was there to experience the tech bust in
the stock market. Our plan was at $95 billion when I came on the
board, and within 18 months the plan was down to $65 billion. So
there are examples where you do well with the stock market and,
of course, it is both good and bad times.

After our study, we created three new major asset categories for
the fund: one, global equities, which constituted 60 percent of the
portfolio, that includes all public and private equity; 20 percent in
an allocation called stable value, which included all fixed income
credit, U.S. treasuries, hedge funds and cash; the remaining 20
percent were in our real return asset category, which included real
estate, real assets, commodities, and global inflation-linked bonds.

This reallocation that we did in 2006 moved the fund away from
the traditional large U.S. public pension model of being highly
weighted in publicly traded stocks and bonds, and allowed the fund
to guard against the downturns in certain markets and better cap-
italize on the strong returns of the less traditional asset classes. In
addition to being a better balanced portfolio, it offered greater di-
versification, the opportunity for more robust returns, and took ad-
vantage of the fund’s competitive advantages: a long investment
time horizon of 10 years and very limited short-term liquidity re-
quirements. This asset reallocation also decreased the fund’s down-
side risk, lowered the volatility in the portfolio, and lowered the
correlation among the portfolio’s asset classes.

I will talk a bit about active and passive and external managers.
Texas Teachers has a very long tradition of managing the assets
internally. As of 2006, over 90 percent of our assets were managed
internally by Texas Teachers investment professionals. We are very
proud of that fact and, for the most part, it generated returns that
were at or above those of external managers.

While this internal management resulted in an effective, low-cost
system that produced consistent returns over time, staff, in con-
junction with our external consultants, determined, after this

VerDate 11-MAY-2000 13:37 Apr 06, 2009 Jkt 000000 PO 00000 Frm 00037 Fmt 6633 Sfmt 6633 C:\DOCS\48064.TXT KATIE PsN: KATIE



34

study, that a combination of both internal and external manage-
ment would allow for a more effective portfolio design that diversi-
fies risk across managers and investment strategies.

If I could, I would just like to take a second to talk about the
emerging manager program. I think the case has been made, and
you will hear a lot today, Members, that young talent of small and
emerging managers have outperformed their large counterparts in
both up and down markets. They also diversify a large portfolio as
they give these plans access to sectors, strategies, and geographies
that are not meaningfully available to large funds.

Texas Teachers launched our first small and emerging manager
program in 2004 primarily to diversify our private equity portfolio.
At that time, our portfolio was predominantly only large buyout
plans.

Diversity of investment professionals was also important to our
board, and we felt it very complimentary to the risk return goals
at Texas Teachers. Due to their recent emergence in the invest-
ment management area, minority and women-owned firms are
more likely to be in the small and emerging manager space and,
therefore, diversifying a portfolio to include such strategies pre-
sents additional opportunities for pension plans to develop and in-
crease the number of meaningful relationships that it develops
with women and minority-owned funds.

Currently, small and minority manager programs have been im-
plemented in Texas in our private equity and our hedge fund port-
folio, and we are currently evaluating adding small and emerging
plans to a fund of funds in our global equities and real estate port-
folios. The board’s goal is to get that allocation up to $1.5 billion;
it is currently at about $800 million.

And I am summarizing, Mr. Chairman. I apologize.
In further efforts to increase the fund’s relationships with minor-

ity and women-owned funds, in 2006, Texas Teachers launched a
minority and women-owned brokerage program. It is a 6-month
pilot program in which these firms are allowed to execute trades,
after which their execution is evaluated for a determination of
whether they should be included on the System’s approved list of
brokers. Texas Teachers has been very pleased with the results of
this program.

Finally, we felt that minority and women-owned funds are
uniquely positioned to find and take advantage of attractive demo-
graphics and opportunities for targeting high-growth ethnic and
economic sectors consistent with recent demographic changes, and
that these are very complimentary to the risk and return goals of
a plan fiduciary.

As pension plan obligations continue to increase and the global
investment marketplace continues to rapidly change, plan fidu-
ciaries must search for ways to invest more efficiently and more ef-
fectively, and to boost returns while reducing long-term risk. We
are confident that the investment changes made at Texas Teachers
will serve the interest of the members, the retirees, and the pen-
sion fund, and are consistent with the board’s fiduciary duty.

I hope this review of recent Texas Teachers activities has been
of assistance to this subcommittee as it carries out its vital over-
sight of the Federal TSP. Please feel free to contact me if any mem-
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bers of the subcommittee would like access to any of the informa-
tion that was assembled in our board’s reallocation of the fund’s as-
sets or the board’s decisions to use external managers or to imple-
ment the fund’s small and emerging manager programs. Thank
you.

[The prepared statement of Mr. Hollingsworth follows:]
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Mr. DAVIS OF ILLINOIS. Thank you very much.
We will go to Mr. Swan.

STATEMENT OF EDWARD SWAN, JR.

Mr. SWAN. Thank you, Mr. Chair and members of the committee,
for inviting me. I do want to make one correction for the record.
I am the former president of FSI Group. I happily retired last July,
after almost 35 years in the investment business. I have worked for
large firms, small firms, and across a variety of investment strate-
gies, and that gives me a fairly distinct perspective. I have also
served as a graduate business school professor.

What I hope today, the committee certainly has a grasp of active
and passive, the definition of those two terms, but I am going to
make a few comments about the implications of active versus pas-
sive management.

The whole goal, obviously, of active management is to out-per-
form a series of a given benchmark. The goal of passive is to pro-
vide performance at very low fees in line with a given benchmark.
I would suggest, as the committee thinks about the TSP, that the
real goal, long-term, on behalf of the participants of the Plan is
how do you maximize their accumulations. How do they wind up,
at the point that they retire, with the maximum amount of money
against which to retire?

I will make four points. The first is that the data shows the like-
lihood of picking an active manager that will out-perform the
benchmark, and picking a manager on a random basis, increases
to the extent that the market that you are looking at is inefficient.

What do I mean by an inefficient market? If you are buying
treasury bonds, everybody knows just about everything there is to
know about each treasury bond, so no one has an information ad-
vantage. That is an efficient market.

An inefficient market might be small cap stocks, where I might
know about a company that my competitor doesn’t know about, or
I might be able to do better research about that company; hence,
I have an information advantage. I can choose to buy that stock or
choose not to buy that stock based on something that will give me
an edge.

So to the extent that markets are inefficient, active management
really, probably ought to play a larger role.

The second point is that—and remember, those data are based
on random selections of managers. So the second point is that a
smart staff, employing good consultants, ought to be able to select
managers more effectively than on a random basis.

The third point that I would make is that purveyors of passive
funds argue that the fees are low, and, indeed, that is quite true.
But the TSP is a huge fund; it has massive buying power. And hav-
ing been at firms that have done both passive and active manage-
ment, I can tell you that the TSP has the bargaining power to
squeeze active fees down in a way that it hurts active managers.
The fee spread, given TSP’s active management—the fee spread,
meaning the difference between active management fees and pas-
sive management fees—would be narrowed considerably by TSP’s
bargaining leverage.
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The fourth point that I would make is that the availability of
software and technology now enables small firms to compete much
more effectively than they could even 5 years ago, so that it may
be a mistake in the interest of being risk-averse to overlook small
firms just so you could have a behemoth that somehow may have
some advantages, or may not.

I hope my comments have been helpful. I would welcome any
questions that you have. And I would leave you with one other
thought as you deliberate. We talk about risk aversion and we talk
about risk versus a benchmark. Bear in mind that there is nothing
magic about the benchmarks. They are not sacrosanct. They, in
fact, are passively held portfolios designed by a committee. The
S&P 500, I think it is 10 people sit around and say these are the
stocks that are going to be in the S&P 500. They are not sac-
rosanct.

So I hope my comments have been helpful. I would welcome any
further questions. Thank you, Mr. Chair and committee members.

[The prepared statement of Mr. Swan follows:]
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Mr. DAVIS OF ILLINOIS. Thank you both very much. We will go
into some questions.

Let me also just indicate and acknowledge that we have been
also joined by Representative Elijah Cummings from the State of
Maryland, and we are delighted that you have come, Representa-
tive Cummings.

Let me just ask you, perhaps, beginning, Mr. Swan. When I
asked Mr. Long about market manipulation and possible political
interests that people might have, he mentioned a couple of areas,
and one of them happened to be the Real Estate Investment Trust.
Do you see REITs and some other venture capital areas as nec-
essarily risky or that much of a great risk as some people have sug-
gested?

Mr. SWAN. Let me respond several ways. The first answer to
your question is no, I don’t see them as these terrible things. In
fact, the response was—let me go to commodities, because that
really jumped out at me. There was a suggestion by some commod-
ities group that perhaps the TSP ought to look at a commodities
fund. I would draw the distinction between looking at real estate,
looking at venture capital, looking at private equity, looking at
commodities, areas that may in fact enhance the return of the
fund, as a good thing, and to take those suggestions as potential
manipulation kind of baffles me a little bit. Indeed, they may be
good suggestions, and I would ask the committee, maybe the com-
mittee might want to see the analysis upon which these manipula-
tive suggestions were made, how they looked at it and why they
rejected it.

Mr. DAVIS OF ILLINOIS. I have to admit that I have been some-
what baffled by some of this along the way, especially, as we look
at how fluid things are and how some things remain fairly static,
at least in terms of their being. One of the things that I thought
about in terms of real estate is that you can’t move it to China or
someplace if it is in New York.

Mr. SWAN. Yes, sir.
Mr. DAVIS OF ILLINOIS. It is pretty difficult to do.
Mr. SWAN. And it is not going to be mass produced, either.
Mr. DAVIS OF ILLINOIS. Yes.
Mr. SWAN. There is only so much of it.
Mr. DAVIS OF ILLINOIS. The sectors with the highest returns or

that are performing, say, better than some others might be per-
forming, if one takes a look at those, does that necessarily mean
that they are diminishing the protection of their clients?

Mr. SWAN. The answer is no. The higher performing sectors may
indeed, over time, have more volatility, the returns may bounce up
and down a bit more, but they tend to have higher volatility
around a steeper performance trend line, a steeper positive per-
formance trend line. It may mean that, for example, you limit, if
you have a venture capital option or a pure real estate options,
that you limit the amount that the plan participants could put into
that option. But I am not sure that one necessarily says these
should be non-viable options. These are areas that you cannot or
are very difficult to index. Generally, they are not areas you would
want to index.
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Mr. DAVIS OF ILLINOIS. Mr. Hollingsworth, could you share with
us some of the thinking that surrounded the Texas Teacher Retire-
ment Fund deciding to change a little bit or to venture into another
arena?

Mr. HOLLINGSWORTH. Mr. Chairman, this really sort of started
when I first came on the board as a trustee back in 2002, as I indi-
cated in my earlier remarks, and that in the next year to 18
months we proceeded to lose $35 billion of the plan’s assets when
the tech bubble burst. And some of us began to ask questions about
why that was happening and whether we had the right asset mix
in our portfolio, and it took several years for us to get there be-
cause of a couple of reasons. One, at the time, Texas Teachers, we
had the lowest per member cost of any large U.S. plan in the coun-
try, and we wore that like a badge of honor. As we began to do our
asset allocation study, the study impressed upon us that there was
a cost for us to wear that badge, and the cost was being borne by
the annuitants in the area of decreased returns to our system.

The other thing is we were basically the last bastion of internal
management. We had over 90 percent, at one time, of our assets
were internally managed by internal staff, essentially in an in-
dexed form. So we realized, one, we weren’t getting any alpha or
any increased returns in these inefficient markets—the alternative
assets, private equity, certain high-yield type strategies. Those
were strategies that were performing well in some markets and we
had no opportunity to participate in those returns.

So the board concluded that the best long-term asset allocation—
again, this is a defined benefit plan, so this is these folks’ only re-
tirement—was to have a balanced portfolio where we were still a
majority equity fund but, for example, we now have 10 percent of
the fund allocated to private equity, 10 percent to real estate, 5
percent to real return, infrastructure, timber, 5 percent in the abso-
lute return strategies, the hedge funds. So regardless of what is
going on in the marketplace, we felt like we always had an oppor-
tunity to participate in what was doing well, and we also mini-
mized our downside risk in those assets classes that were not per-
forming well.

I mean, our fund right now is probably up 2 percent, which is
not great. Had we not moved so much money out of our global equi-
ties portfolio, we would probably be down 6 percent or 7 percent.
So having basically a beta fund, a stock and bond fund, means that
you live and die with the stock market. When it is doing well, you
make a lot of money; when it is not doing well, you lose a lot of
money. So we thought a more balanced approach was a better one.

Mr. DAVIS OF ILLINOIS. Thank you, gentlemen, very well.
I will now go to Mr. Jordan.
Mr. JORDAN. Thank you, Mr. Chairman.
I too want to thank you both for coming here. Very compelling

testimony from both of you.
Mr. Swan, your four points I thought were great, particularly the

one that the passive strategy is not sacrosanct either; there are
people making decisions about what elements are going to deter-
mine the benchmark itself. So I think that is a point well taken.
The one thing, though, that you didn’t talk about, and Mr. Hol-
lingsworth has a little bit in his opening statement—and this was
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the focus of Mr. Long’s testimony and, frankly, the Members of
Congress when they put together the act back in 1986, was making
sure we do as much as we can to safeguard against political influ-
ence, political manipulation.

To me, that is what it comes down to, because you have done
some good things in Texas to deal with this market we are in now.
I mean, I looked at my Thrift Savings Plan quarterly report last
time and it wasn’t what we would have liked to have seen, so I un-
derstand that. But talk to me about what you would suggest to
have those safeguards in place to deal with the political aspect of
this.

And then, Mr. Hollingsworth, elaborate more on what you did in
Texas when you said you moved to some partial active investment
strategies, what you did to deal with the political question as well.

Mr. SWAN. I guess I am at a little bit of a loss because you have
a defined contribution plan, it is huge, but there are defined con-
tribution plans in many political settings. This is not unique. So I
hear this concern about political manipulation, but I am not sure
what the manipulation might be. The only example that was given
earlier was that some people showed up—I don’t know what the
group was—and said, gee, you ought to look at commodities. Well,
maybe that is a bad idea; maybe it is a good idea. But I have yet
to hear an example of political manipulation. If someone has one,
I would love to respond to it.

Mr. JORDAN. So you just think it is overstated.
Mr. SWAN. I think it is overstated and I think that——
Mr. JORDAN. And that is valid.
Mr. SWAN [continuing]. As long as those that are exercising their

fiduciary responsibility and ultimately selecting the vehicles that
the plan participants can then subsequently make their selections
from, as long as those individuals exercise their fiduciary respon-
sibility, I am not sure what the political manipulation is.

Mr. JORDAN. I think about the plan I was involved with, the de-
ferred compensation plan—I have to go back and look at the par-
ticulars, but I believe it was designed as you just described.

Mr. Hollingsworth.
Mr. HOLLINGSWORTH. I agree with that. You know, I think this

is a situation where there are examples. You hear stories where
one or two incidents of situations sort of hit the news. When I be-
came chairman of this board, some people perceived me as, I now
have $110 billion to give out to people, so the phone started ringing
and everybody wants to meet with you. So that is there. But I al-
ways took the approach with our board that we can put some
things in place so that the information level is equal among board
members. But I have never been one to think that you can legislate
ethical behavior, so you have to hold each of your board members
to their ethical and fiduciary responsibilities.

Now, having said that, when we did move to more strategies
where the board and senior staff were more involved in meeting
with managers, reviewing portfolios, making decisions, and obligat-
ing assets, we did do some things such as have certain ethical dis-
closures in place, such that when a board member met with a po-
tential manager who wanted to be part of our private equity port-
folio or part of our real estate portfolio, that information, under the
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old policy, had to be disclosed. You had to disclose that information
so that when that manager came before the board, that board
member would reveal I have met with this individual, I am or am
not biased, I think I can or cannot be objective in voting.

So I think there are some disclosure rules and some other things
that you can do if there is concern about inappropriate influence
on the investment process.

Mr. JORDAN. OK.
Mr. SWAN. None of these, by the way, if I might add, have any-

thing to do with the efficacy of the plan and its ultimate goal,
which I think should be how to help the participants maximize the
amount of money that they have when they retire.

Mr. DAVIS OF ILLINOIS. Thank you very much, Mr. Jordan.
I thought Mr. Cummings was there, but I see he has left. I, then,

just have one, perhaps, additional question. Given our purpose,
how does each one of you view the possibility—and I think all of
us want to make sure that fiduciary responsibilities are in place,
and obviously that is inherent in any discussion. How do you see
the possibility of some movement to provide opportunities that cur-
rently seemingly are distanced or, to some degree, does not exist?

Mr. HOLLINGSWORTH. I am sorry, the last part of your sentence
dropped off, Mr. Chairman. What was that?

Mr. DAVIS OF ILLINOIS. I really was saying that it is difficult to
break into this with minority companies. What do you see as a pos-
sibility?

Before I do that, though, let me ask Mr. Cummings if he has any
questions. And if so, Elijah, go right ahead.

Mr. SWAN. There are two, I think, pretty obvious ways right up
front. The first one is who do the providers of your investment
service, who are their vendors? Who do they execute trades in, and
in what kind of volume? That is one issue.

There is another issue, and that is—and it is a sidebar, it is only
partial response to your question, and you asked it earlier—what
does the staff of your vendors look like? Because that is also about
opportunity.

Finally, over the last 10 years, there has been the development
of something called managers of emerging managers. These are
firms that hire smaller firms, many of which, if not most of which,
are women-owned and minority-owned firms, package them so that,
indeed, large plan sponsors can hire the firm and give it a lot of
money. It is very difficult to give a lot of money to a firm that only
manages $20 million. But if a minority firm or woman-owned firm
comes to the table and they have $1 billion under management, or
$2 billion or $3 billion, then a very large plan can do business with
them, and should be able to do business with them; and that is the
economic function that managers of managers provide. And I think
you will hear testimony from someone from one of the very excel-
lent firms, and they have produced terrific returns on an active
basis.

Mr. HOLLINGSWORTH. And that is the way we have approached
it at Texas. Manager managers, fund to funds, as they are also re-
ferred to. We instituted a small and emerging manager program
that we are basically going to have in every asset class and every
strategy, and basically you are hiring a manager that goes out and
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evaluates these funds. The dollars can be allocated different ways,
but typically the dollars are allocated to the fund-to-funds man-
ager, and that fund-to-funds manager then has discretion to dis-
tribute those dollars in smaller increments to small and emerging
managers.

It just so happens that because of the recent emergence of mi-
norities and women in this space, if you are investing in a small
and emerging manager program, be it in private equity, be it in
global equities or real estate, you are inherently going to be devel-
oping and increasing the number of relationships that your entity
has with women and minority-owned firms completely consistent
with your fiduciary duty.

Our small and emerging manager program does a few things.
First, it typically gives us access to strategies sectors where those
managers are more on the ground and have more access to. But we
are also looking for those great investors, those investors who are
going to be the stars of the future. So we are helping to build,
many times, these small and growing firms into substantial firms
that can come back and in which we can invest directly into them,
because they have size, they have bandwidth, they have the track
record, they now have the experience.

So instead of going through a fund-to-funds, where they may get
an allocation between $5 million to $25 million, we can then invest
in that fund directly at amounts up to $500, $600, $700 million. So
we are trying to have a relationship with the stars of the future,
but also help grow and build firms that have the requisite skill and
abilities to help us in our fiduciary duty.

Mr. DAVIS OF ILLINOIS. Thank you very much.
Mr. Cummings.
Mr. CUMMINGS. This whole issue takes me back to Maryland,

when I was in State legislature trying to make sure that minority
firms had an opportunity to participate. In Maryland, we had a sit-
uation, of course, where a huge percentage of our employees were
minorities and they were concerned, as were members of the legis-
lature, that when it came to participation investments, minorities
were basically locked out. It was not a question of whether it was
fair; it was unfair and it was basically an old boys system, and the
old boys system basically said we have done it this way and we are
going to continue to do it this way.

The second thing that they said implicitly was that they feared
that if this money was put under the jurisdiction of minority firms,
that because many of them were new, as compared to some of the
older firms, that they worried about what might happen to the
money. It was deep. So we had a situation where, if you took par-
ticularly the latter argument, the question is when do those firms
get the opportunities to even grow, to not only grow, but to survive
and then thrive.

So that leads me to—I was listening to all you are saying here—
what do you—and maybe you said this—what do you all see that
the legislature—this is the Congress—should be doing to basically
level the playing field? I am just wondering what you had in mind.

Mr. HOLLINGSWORTH. Well, I will address a couple things we did.
In Texas, we did not have authority to do a number of things.

Mr. CUMMINGS. I am sorry, you didn’t have what?
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Mr. HOLLINGSWORTH. We did not have the authority to do a
number of things at the pension plan. And I haven’t really looked
in depth at the TSP to really know exactly what its legal authori-
ties are, but, for example, we had to go to the legislature and get
authority to use external managers in our program, and we went
to the legislature and basically laid out that there were these inef-
ficient areas, that we didn’t have the expertise on staff, we needed
the ability to go out and take advantage some external managers
who were really good at what they did.

We also talked about the fact that we were going to use fund-
to-funds, as well, to help us get access to these younger, smaller
funds that are just starting out, because what the fund-to-funds
does is it gives a little bit of cover, because they have gone through
one level of scrutiny already. So the legislature gave us the ap-
proval to put out up to 30 percent of our plan’s assets to external
managers, so equivalent to about $30 billion or so.

So, again, I haven’t looked in depth to the TSP to know where
you are constrained right now, but most plans do require some
level of authority to begin to use external managers. From the
presentation I heard earlier, I guess you are mandated legally to
invest passively, so obviously I think you would have to go and
seek some sort of legislative approval for some active management
so that you could take advantage of some of those other less effi-
cient markets out there and use some other creative strategies to
make sure that you have a balanced portfolio here at TSP.

Mr. SWAN. What many, if not most, small firms, minority firms,
women-owned firms do, the sector that they are involved in, or the
sectors, are precisely the sectors that would allow the plan partici-
pants the opportunity to maximize their total accumulation. Again,
I keep coming back to that point that index funds aren’t the issue.
The issue is how do you help plan participants maximize their ac-
cumulation. There are very powerful arguments that women and
minority-owned firms are operating in those sectors—active equity,
to some extent active fixed income, even now in the international
area, venture capital, private equity. These are sectors that can
drive return well executed.

Mr. HOLLINGSWORTH. I would add one more point, if I might,
Representative Cummings. Texas is a defined benefit plan, so our
board makes the decisions for the annuitants. You have a defined
contribution plan, so it is just a matter of what choices they have
as relates to options.

When we created the portfolio that we did that was balanced and
diversified, one option to think about—you were asking us about
ways to do this—would be maybe to have a pooled option, meaning
you have one option for your members that is a diversified fund
where a certain percentage is in equities or maybe a small segment
to private equity, there might be a small segment to real estate.
I know there is always the concern of protecting your annuitants
from themselves. You don’t want them to go out and put all their
money in a fund that is all private equity or all real estate, but
maybe an option where it is a pooled opportunity where they are
diversified across several asset classes, maybe that is an option
that could be added to a defined contribution plan.

Mr. CUMMINGS. One last thing, Mr. Chairman.
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I think there are so many of us who get frustrated, and it is not
just in this area, but it is in a lot of areas, and there are all kinds
of excuses that are found not to be inclusive and not to have a di-
verse group of folk working on these kinds of issues. Some kind of
way we have to come to a solution so that we can have some im-
pact. Other than that, our grandchildren will be talking about
these same issues and opportunities will have passed so many peo-
ple by and so many people will have been deprived of the opportu-
nities to grow and to be a participant.

I will never forget my father—Mr. Chairman, I will be real
brief—my father, who only had a first grade education, he had one
accident in his life, automobile accident, and that accident came 3
days after I got admitted to the bar, and he said, I want you to
take my case. I said, Daddy, I don’t know nothing about accident
cases; I just got admitted to the bar. And he said something that
I will never forget. I said, why do you want me to do this? He said,
if I don’t use you, who is going to use you?

So we prepare our young people to go forward, to be the best that
they can be; we educate them, we give them opportunity—and it
is not just young people, but people—and they do the right things
and then they have this window called life, their life, and when the
window is shut, game over, opportunity lost. So I just want to work
with our chairman to see what we can do to try to address the rest
of these issues.

Mr. SWAN. I don’t know if there is a legislative remedy embodied
in this, but one of the things that I think is very helpful is if those
that are making the decisions about who is hired are a diverse
group.

Mr. HOLLINGSWORTH. I will add just one other point to that, and
I think you will probably hear more of this later with some of the
other panelists. I have always thought that these small emerging
manager programs were important. Not everybody agrees. Not
even all my board members agreed when I first became chair. But
I think what you might hear about later is that I think the empiri-
cal evidence is now there to make the business case that small and
emerging managers, which includes a lot of women and minority-
owned funds, are simply out-performing their counterpart. So that
is a bit more compelling when there may be those who don’t share
the same sentiments. So I think you have to go to a much, much
stronger case now.

Mr. SWAN. One of the things that certainly could be done is to
ask the GAO to participate in a survey about changing the law to
allow active management. That would open the door potentially to
greater accumulation on the part of the plan participants and
greater opportunity on the part of the vendors.

Mr. DAVIS OF ILLINOIS. Well, thank you, gentlemen so very
much.

Mr. Swan, at the end of your opening statement you sort of said
I hope that my testimony will be beneficial. Well, I can tell you
that both of your testimony has been very beneficial. We appreciate
the fact that you have come and shared with us, and we thank you
so very much.

Mr. SWAN. Thank you, Mr. Chair.
Mr. HOLLINGSWORTH. Thank you, Mr. Chair, for having us.
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Mr. DAVIS OF ILLINOIS. We will then proceed to our next panel.
Our third panel, while they are being seated, consists of Mr. Thur-
man White, who has been chief executive officer of Progress Invest-
ment Management since 2004. Progress is a leader in creating
emerging manager of manager portfolios for a diverse group of cli-
ents. We welcome you, Mr. White.

Ms. Mellody Hobson is the president of Ariel Capital Manage-
ment, a Chicago investment firm. And I might also indicate that
they are headquartered in my congressional district and I consider
them to be one of my most prized constituents and we are de-
lighted that they are there. She is also the chairman of the Board
of Trustees of Ariel Mutual Funds and a spokesperson for the An-
nual Area Swap Black Investor Survey. Ms. Hobson, we welcome
you and thank you.

Mr. Jesse Brown is a principal at Krystal Investments. He has
worked extensively with deferred compensation retirement plans
and is an author who has written extensively on investment and
the generation of capital, especially Black capital, I would assume,
although, all of it is green.

Of course, it is our tradition that witnesses be sworn in, so if you
would stand and raise your right hands.

[Witnesses sworn.]
Mr. DAVIS OF ILLINOIS. The record will show that the witnesses

answered in the affirmative.
We would appreciate it if you would summarize your statement

in 5 minutes. Of course, your entire statement is in the record. The
lights indicate timing, and we will simply be governed by what is
going on. Thank you very much.

We will begin with you, Mr. White.

STATEMENTS OF THURMAN WHITE, CHIEF EXECUTIVE OFFI-
CER, PROGRESS INVESTMENT MANAGEMENT; MELLODY
HOBSON, PRESIDENT, ARIEL CAPITAL MANAGEMENT, INC.;
AND JESSE BROWN, PRESIDENT, KRYSTAL INVESTMENTS

STATEMENT OF THURMAN WHITE

Mr. WHITE. Thank you, Mr. Chairman. Thank you for allowing
me to have the opportunity to appear before you this morning, and
thank you for convening this hearing on a very important topic for
our industry. Again, my name is Thurman White, and I am presi-
dent and CEO of Progress Investment Management Co., located in
San Francisco, CA.

For the past 18 years, our firm has had extensive experience
working exclusively with large institutional investors who are look-
ing to, one, access new investment talent and, second, capture the
above-market returns that talent can provide. This pool of under-
researched and under-utilized talent is what we refer to in the in-
dustry today as emerging managers. Typically, this includes small-
er entrepreneurial firms, in many cases less than $2 billion to $3
billion in assets under management, who are maybe new in their
investment firms but are not new investors. Many of these owners
and portfolio managers and emerging manager firms have gotten
experience at large investment houses and have left to start their
own firms. So that is the niche within which we specialize.
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I would like to make three brief points and then conclude. The
first is that emerging managers do add value; the second point is
that diversification makes a meaningful difference; and the third is
that best practices among large institutional plans are inclusive,
and not exclusive.

With respect to the first point, emerging managers do add value.
Many times there will be some question as to why take the risk
of hiring emerging firms? Aren’t they inexperienced? Aren’t they in
fact more risky than large firms? The simple answer is no. Again,
as I mentioned, the fact that they are emerging, the fact that they
may be minority and women-owned firms does not mean that they
are inexperienced investors. In fact, we manage $7 billion in assets
for 29 institutional clients. We work with 60 firms in 20 different
multi-management investment portfolios. Now, when we did a re-
cent survey of the experience level of the portfolio managers and
founders of our firms, we found that 70 percent of those who had
founded and started those firms had more than 20 years of invest-
ment experience. So these are not new investors.

More importantly, because of their passion, because of their com-
mitment, because of their access now to technology, because of
their certainly absence of bureaucracy, and, more importantly, in
most cases these are employee-owned firms, which means there is
an alignment between their economic interest, their professional
and financial interest, these are some qualitative reasons that
these firms out-perform.

But as you heard earlier, our own investor performance on behalf
of our clients, the investment performance of others in the indus-
try, as well as a growing body of academic research all support the
notion that emerging and minority-owned firms do out-perform
market benchmarks; they do out-perform, in many cases, their
larger counterparts, and particularly in the inefficient asset class-
es, both in bull and bear markets, and that is particularly relevant
given the kind of market volatility that we have had most recently.
In the small-cap areas, mid-cap areas, emerging managers do out-
perform both benchmarks, as well as the large firm counterparts.

The second point I would like to kind of focus on is this idea of
diversification and it does make a difference in terms of institu-
tional portfolios. Diversification is a time-honored and kind of prov-
en strategy for mitigating all kinds of risk. Diversification of the
kinds of managers that a plan may work with; diversification in
terms of the kinds of strategies that an institutional investor may
employ.

Now, the interesting thing that we have in the situation with the
Thrift Savings Plan is you have both single manager and specific
company risk. Quite unusual to have such a large pool of assets
managed by one firm. As we have seen most recently with a lot of
the large investment firms, there are a lot of unexpected, unknown,
certainly unintended risk that are resident in those firms. So hav-
ing that single manager and specific kind of manager risk is a bit
unusual.

The second thing that you have here is a single style risk, and
that is the risk of the market. Again, this is something that per-
haps poses an undue risk for the Federal employees and retirees
that are participants in this plan, and that risk, again, is a market
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risk. When a market is doing well, as you have heard, annuitants
do well. When the market is doing poorly, as we have had in the
last few months, annuitants do not do as well. So having a single
style, a passive style risk, again, is perhaps an undue risk, and cer-
tainly one could question the fiduciary responsibility of the Thrift
Investment Board and its advisory council for exposing annuitants
to that level of undue risk.

Finally, this idea of best practices in the industry being inclusive,
and not exclusive. In Exhibit 2 in my written testimony, we have
identified over 50 defined benefit, primarily, pension plans, institu-
tional investors of a size and stature and certainly similar invest-
ment objective to the Federal Thrift Savings Plan. These 50 funds
probably represent a couple of trillion dollars in assets. All of them
have utilized targeted investment strategies to be inclusive of
emerging and minority investment firms.

Why have they done this? Not for social reasons, not for political
reasons, but for performance reasons. They want to win in the glob-
al marketplace. They want to diversify the range of managers that
they work with; they want to get access to new talent, to the inno-
vation and new ideas that small businesses bring to management
and investment portfolios. They also want to build on and create
opportunities for the next generation of talent to make the industry
itself more competitive.

So these are the reasons that all of these pension plans have uti-
lized—and increasingly, also, defined contribution plans are begin-
ning to utilize—emerging and minority investment firms.

Finally, I would like to conclude with a bit of an analogy. Since
it is the summer, it has to do with baseball and sports. As we have
seen, we have seen this paradigm, whether it is entertainment,
whether it is politics, in a variety of industries, and that is, simply,
this: whenever the playing field is leveled and new participants are
allowed to participate, the game is enriched. We saw this in base-
ball after World War II, when Branch Ricky of the Brooklyn Dodg-
ers wanted to do one thing, he wanted to win. So like the Thrift
Savings Plan, there was this pool of talent in the Negro baseball
leagues that had been overlooked and not used at all. So Branch
Ricky, of course, identified Jackie Robinson, brought him in to
major league baseball, and the rest is history.

Similarly, even out in San Francisco, with our Giants, there was
a scout there, a man by the name of Alex Pompeii, who also knew
of another under-utilized, overlooked pool of talent, and that was
Latino-based ball players in the Caribbean and South America. So
he began to scout that area, signed people like Juan Marichal and
Orlando Sepeda and the Allou brothers, and that brought in an-
other underused pool of talent and the game was enriched.

So as we think about these issues with respect to the Federal
Thrift Plan and the other Federal retirement plans, if we can make
them more inclusive, make them include the talent potential and
performance potential of emerging and minority managers, and
have active investment strategies be a part of their overall asset
allocation, I think the Federal retirees and employees will be simi-
larly enriched and will have a win-win situation.
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Thank you for the opportunity to be here. I would be happy to
answer any questions you have.

[The prepared statement of Mr. White follows:]
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Mr. DAVIS OF ILLINOIS. Thank you very much. We thank you for
your testimony.

We will go to Ms. Hobson.

STATEMENT OF MELLODY HOBSON

Ms. HOBSON. Thank you very much. Thank you, Chairman Davis
and Ranking Member Marchant, as well as members of the sub-
committee. My name is Mellody Hobson, and I am president of
Ariel Investments, an executive board member of the Investment
Company Institute and a board member of NASP. I greatly appre-
ciate the opportunity to be here today and provide you with a brief
overview of our firm, our business, and our larger social mission.

Our chairman and CEO, John Rogers, founded the firm in 1983
when he was just 24 years old. Based in Chicago, Ariel Invest-
ments serves individual investors and 401(k) plans through our no-
load mutual funds. Additionally, we manage separate accounts for
large corporate, public, union, and non-profit organizations.
Throughout our firm’s 25-year history, patience has served as the
bedrock of our investment philosophy and approach to building our
firm. By adhering to a consistent and disciplined approach, we
have grown from 2 to 100 employees, with $8.9 billion in assets
under management. Currently, we have more than 1.4 million in-
vestors in our mutual funds.

As the country’s first African-American-owned money manage-
ment firm, we have a unique viewpoint and perspective on the re-
tirement challenges facing our County. Even today, we are still the
only minority firm with mutual funds priced daily in the news-
paper.

Just to give you a little insight on our investment approach, we
look for leading brands in established industries with high quality
management teams.

We analyze all financial statements to ensure that we are buying
financially strong businesses.

As value investors, we don’t just buy cheap stocks; we buy qual-
ity businesses at very low prices.

The financial industry has recognized our firm’s performance in
a number of ways. Through our research process, our discipline,
and our focus, we have established a proven long-term track record,
a record that has been widely, widely recognized in the media.

On the specific question of active versus passive management in
the Thrift Savings Plan, I would say that over the long haul many
money management firms, including ours, have out-performed the
market. I am a firm believer in active management, and want to
make that clear. The greatest investor of all time, Warren Buffet,
has proved this success over and over again.

But there is a larger issue at stake. The question of who is being
left behind in defined contribution retirement plans, like the ones
we are moving toward, rather than the defined benefit system that
is rapidly disappearing from many corporations, and even some
sectors of government.

The harsh fact is that minorities, who have less exposure, experi-
ence, and comfort with the stock market, we as a community are
falling behind. That is why, in addition to our corporate mission to
manage money for our clients and to give them exemplary returns,
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we also have a social mission to promote saving and investment
and wealth-building in minority communities. My personal goal is
to make the stock market a subject of dinner table conversation in
the Black community.

To that end, for the past 10 years, we have partnered with
Charles Schwab and Co. on an annual survey comparing saving
and investment habits of Black and White Americans. We have re-
leased the results each year to highlight the barriers to greater
wealth-building among African-Americans, including the lack of
knowledge and exposure, the lack of trust in financial services in-
dustry, partly due to the lack of diversity in our industry; and his-
torical preferences that keep us from the stock market. Because of
these factors, we have learned that our community typically has
half as much money saved for retirement as our White counter-
parts at the same income levels.

We were very hopeful that the story will be different in large cor-
porations that offer company-sponsored retirement plans, but in
the first few companies that we checked, we found alarming dis-
crepancies between Black and White savings rates, sometimes by
a factor of three or four. Many of us as a community do not even
contribute enough to take advantage of the company match, the
free money that companies give us for participating in the plan. We
also have learned that African-Americans tend to borrow more
against 401(k) plans, we are less diversified in our investment
choices, and less likely to roll over our retirement money into an
IRA when we switch jobs.

Recently, we secured a significant grant from the Rockefeller
Foundation to conduct a study with leading benefits administrator
on minority participation in 401(k) plans at America’s largest cor-
porations. That work is just beginning and we are very hopeful
that we will be able to spark a national conversation to boost mi-
nority participation in company-sponsored retirement plans.

Finally, and most importantly, we are introducing financial lit-
eracy programs in the Chicago public schools to help educate future
generations of African-American children on the importance of sav-
ing and investing. At Ariel, we have sponsored a public school
called the Ariel Community Academy for over a decade that teach-
es inner-city children how to invest in the stock market using
$20,000 per class of real money. When they graduate, they are al-
lowed to keep their profits and have them matched with up to an
additional $1,000 if they invest in a 529 plan for their college sav-
ings.

So you can see, beyond our reputation as a leading investment
firm for our long-term results, Ariel has also established itself as
a national expert on minority saving investment habits and a lead-
er in promoting financial literacy in our community. Our research
suggests that proactive and targeted efforts on the part of employ-
ers, especially in seeking out minority managers, can help minori-
ties who work in government and private sector to invest at a level
that secures and guarantees a comfortable retirement for them.

We welcome any and all opportunities to be involved and appre-
ciate your giving me the opportunity to speak on this issue.

[The prepared statement of Ms. Hobson follows:]
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Mr. DAVIS OF ILLINOIS. Thank you very much.
We will go to Mr. Brown.

STATEMENT OF JESSE BROWN
Mr. BROWN. Thank you, Mr. Chairman. It is my honor to be here

to add to the discussion of the importance of improving minority
access in the management of the Federal Thrift Savings Plan. I am
giving my perspective from someone who has little, if anything, to
individually gain from the results of this discourse, but, more im-
portantly, I have an interest in the topic from a fairness in the
whole financial arena perspective.

Because we only have so much time today to discuss this topic,
I would like to reserve the right to revise and extend my remarks
for the record at a later date, with the permission of the chairman
and the members of the committee.

Mr. DAVIS OF ILLINOIS. So ordered.
Mr. BROWN. Let me be clear. The statement ‘‘improving minority

access’’ implies there is access. But the access is wanting, not good
enough, inadequate, deficient.

But is that really the case? From where I sit, Mr. Chairman, that
access is not deficient, it is simply not there.

Mr. Chairman, the Federal work force is more than 50 percent
historically under-represented ethnic and racially diverse individ-
uals, as committee Member Norton indicated earlier. Likewise, that
diversity should be reflected in the enrollment and professional ad-
vice given and available to all the plan participants. We all know
that advice is very important in the financial arena, so who better
to give that advice then people who share the culture and common
interests of those who are actually investing their money?

The dilemma is that the criteria for competing for the oppor-
tunity to manage the Federal Thrift Savings Plan ‘‘is capability of
managing billions of dollars.’’ The fact of the matter is African-
American and other minority-owned companies do not manage bil-
lions of dollars or maybe I should say manage less than the status
quo, except for one or two firms which have been mentioned here
today. Therefore, minority managers cannot bid on these proposals
until the criteria for eligibility has been changed.

What I want to leave with you today is not only a discussion
about what has evolved over time, where there is now a monopoly,
if you will, in place, but I want to make sure that you understand
that there is an opportunity to change the current practices and
create so much more good with just a few and a little more atten-
tion of the course and the willingness to embrace diversity at its
highest and most significant level. I am talking about inclusion,
Mr. Chairman.

This is the 21st century, and I know I don’t have to tell you that
much has changed. I must say, as one who traditionally is very de-
liberate about change, much of the change we have experienced
with diversity has been for the greater good. Let’s face it, we all
know an inclusive environment can enhance the status of much of
what we do in our day-to-day life. We have all read the studies,
heard the presentations by experts in the field like R. Roosevelt
Thomas, who has published several books on diversity and has a
consulting firm, or Bea Smith, founder of the Kaleidoscope Group
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years ago who is a leader in the whole area of diversity, and more
than likely we have pretty much experienced the positive outcomes
of diversity ourselves on a daily basis. So I don’t pretend to be tell-
ing you anything that you don’t know.

If we can just take what we have learned from other arenas and
apply it here, I believe we would agree that diversity participation
at the management level of the Federal Thrift Savings program
and the investment companies that are fiduciaries of those ac-
counts can offer opportunities for inclusion, as well as serve as a
catalyst for improved decisionmaking, increased productivity and
make a competitive advantage. You might ask the proverbial ques-
tion, if it ain’t broke, why fix it? Let’s not get too comfortable with
the familiar, Mr. Chairman. The practice of offering American busi-
nesses the opportunity to participate is inherent in our existence.

At the very minimum, Mr. Chairman, I think the principles of
affirmative action, or, should I say, diversity should take force.
Even the very large and successful contractors of the Federal Thrift
Savings program have a very poor record of diversity in their own
work force. I would welcome the committee’s aggressive demand
upon all of the contractors to the Federal Thrift Savings Board and
the Thrift Savings Plan itself to set and meet goals of internal mi-
nority employment, hiring and promotion. They should be able to
name individuals of minority groups that head major divisions of
their firm. They should report back to the committee their hiring
practices and recruiting practices. They should show that they are
doing everything they can to meet the goals of the industry as a
whole, and especially as relates to the management of the Federal
Government employees’ money.

For that matter, the Federal Thrift Savings Board itself is not di-
verse. Has there ever been an African-American or woman ap-
pointed to the Board? Why not? Diversity begins at the top.

Mr. Chairman, the executive director of the Federal Thrift Sav-
ings Board should be challenged and directed to begin the diversity
movement within his own office and staff, and then in the various
departments and divisions. This should be a part of every vendor’s
report, the number of minorities that are employed. And if there
are none, why, and what recruiting efforts are under way.

So reaching these goals should be a criteria for compensation of
the executive director and his staff, beginning at the Federal Thrift
Savings Board itself, and should be legislated as part of his job de-
scription and responsibility.

In closing, the Federal Thrift Savings Board should be about
Federal employees, and not just the administration of the funds.
The employees should be first in the minds of the Federal Thrift
Savings Plan. At this point, the Federal Thrift Savings Board and
the administration primarily worry about managing the funds.
They give off the responsibility of educating the members of the
Federal Thrift Savings Plan to the Office of Personnel Manage-
ment. This could be legislated in a different way as time moves on.

With that, I will conclude my remarks and answer questions, and
leave the rest for the credit document.

[The prepared statement of Mr. Brown follows:]
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Mr. DAVIS OF ILLINOIS. Thank you very much, Mr. Brown.
Let me thank all three of you for your testimony.
As we pursue change and as we continue to move, it struck me

that change is often a slow and subtle process. It also struck me
that change is often more covert than it is overt; that it is more
evolutionary than revolutionary.

As I was thinking of that, Mr. White, I wanted to ask you do you
think pursuit of a more active strategy on the part of the Thrift
Board would constitute a breach of fiduciary responsibility?

Mr. WHITE. Well, the short answer to your question, Mr. Chair-
man, is absolutely no. It would not be a breach of fiduciary respon-
sibility. Again, as I mentioned, many, many U.S.-based plans, both
defined benefit as well as defined contribution, have both active as
well as passive management as part of their overall asset alloca-
tion.

It was interesting when Representative Norton asked Mr. Long
the question earlier about benchmarking, and benchmarking the
TSP versus other similarly sized pension plans, and why that
doesn’t occur. Certainly, if one were to do that survey, I think you
would find that plans of that size, with exclusively passive invest-
ment as well as a single manager are probably in the minority
among any similarly sized plans within this country, and perhaps
even worldwide.

Mr. DAVIS OF ILLINOIS. Ms. Hobson, let me ask you, given the ex-
periences of Ariel, given its success, given the approach that it
takes, and as you look at the scenario of TSP, its statutory require-
ments, its investment approaches, do you see any minority firms
that you think could handle at least a substantial piece of invest-
ment for the TSP?

Ms. HOBSON. The way I would answer the question is this: I
think that no minority firm could handle the entire Plan; it would
not be possible. But I do think that a number of minority firms can
participate in helping to manage the assets for the existing Plan
participants. Moreover, I think the participants would welcome
more choices. And at the end of the day, that is all you are doing,
is giving people another choice; and at the end of the day they vote
with their feet based upon the actual performance results of the
funds.

Mr. DAVIS OF ILLINOIS. Not that you necessarily delved into
every aspect of the TSP, but just given what you know about it and
about its statutory requirements and all, do you think that they
would have the authority to let such a piece of action, where they
kind of broke things up some.

Ms. HOBSON. I absolutely think they would have the authority to
expand and include more firms in the current process than what
currently exists with the sole provider, being Barclays. I also think
that, again, when you look at benchmarking of other plans, I am
not sure that there are many plans around the world that are of
this size.

So it is hard to go apples to apples in terms of the pure scale
of this Plan. But when you do look at very large defined contribu-
tion plans around the country, many of whom we work for, the big-
gest in the country, the United States, when you look at those
plans, you do see more options, more opportunities, and you tend
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not to see a solely indexed option or set of options for the plan par-
ticipants. So you can look at, again, major, major corporations and
see that there is a more diversified lineup of offerings.

The TSP, from what I understand, will use the cost argument as
their major defense—that is what I would assume—and say we get
to do this at the lowest possible price. We would come back and
argue that you may be giving up investment results in exchange
for that 1.5 basis point fee, which I am not sure that is all-inclusive
in terms of the costs, but we would say that there may be more
upside for your participants in terms of more offerings. And again,
at the end of the day—I cannot emphasize it enough—they get to
vote with their feet; they get to go where they want to be, look at
the returns of the funds side-by-side and decide to invest in that
manner.

Mr. DAVIS OF ILLINOIS. Mr. Brown, let me ask you. In your testi-
mony, you talked a great deal about change, and I know that you
were present as other witnesses testified and as we talked about
different possibilities and different ways of changing the activities
of the TSP. You even mentioned the board and the whole diver-
sification effort.

What would you view as an option? Obviously, we are searching
for ways to change the way the TSP operates, not because we are
just opposed to the way that they may operate, but because we be-
lieve in fairness, we believe in equity, we believe in open oppor-
tunity. So what would you view as something that we can do legis-
latively or that we can do from the vantage point of this sub-
committee?

Mr. BROWN. Mr. Chairman, the law is rather specific as to what
can and cannot be done, so obviously the most specific thing is to
actually look at the legislation itself. The way the law is put to-
gether, it gives a tremendous amount of authority to the Federal
Thrift Savings Board, those individuals who are appointed by the
President and, in some cases, with the advice and consent of the
Speaker and the Majority Leader or the Senate. So although the
committee may have an interest in doing one thing or another, the
original law has some handcuffs, if you will.

Specifically in terms of diversity and change, the suggestion that
there be other funds allowed in the mix of funds of the Thrift Sav-
ings Plan is something specifically that this committee could sug-
gest. In the past, there have been suggestions, as you indicated
earlier, that various other types of investments—commodities, real
estate investment trusts, precious metals; the list goes on—the
Federal Thrift Savings Board has the ultimate responsibility in
making this decision, but certainly the committee and Congress
can make those suggestions. So I think that is one very specific
thing that you might want to look at.

In terms of the management of the funds, the Federal Thrift Sav-
ings Board has responsibility of actually just kind of managing the
funds itself. That is kind of administrative role more than actually
passive-active. They administer it. The Board makes the decision
as to what choices are going to be in the Plan. Actually, the Board,
a year or so ago, moved toward a lifestyle set of funds in addition
to their lettered funds for bonds and equities and such. So I would
think that this committee has a tremendous responsibility in that

VerDate 11-MAY-2000 13:37 Apr 06, 2009 Jkt 000000 PO 00000 Frm 00108 Fmt 6633 Sfmt 6633 C:\DOCS\48064.TXT KATIE PsN: KATIE



105

regard in terms of making that suggestion to the Federal Thrift
Savings Board.

So, in summary, it is the Board itself that really requires some
attention, and until that Board is dealt with, then it is going to be
very, very difficult, even at hearings like this, to make any kind of
change because of the cushion that was given to them in terms of
political intervention.

Ms. HOBSON. If I could respectfully also add to that, in terms of
how the Board considers the provider for the plan. In many situa-
tions, and Ariel very frequently responds to proposals, fills out re-
quests for proposals from city and State pension funds around the
country, as well as defined contribution plans, and in those RFPs
there are specific questions about the diversity of the organization.
And while there is no mandate or requirement around any kind of
diversity, by mere virtue of asking the question, it does behoove
people to want to answer the question in a way that shows off their
firm in the best light. When all things are considered and firms are
set side-by-side, perhaps it will add one more opportunity for con-
sideration or actually being selected.

So I would use that as a means of saying while not legislating
it, when the RFP is written again, 3 years from now, when the con-
tract ends, that there might be a conversation about adding to that
RFP discussions about the diversity of the provider, as well as their
board of directors. As far as we can tell from our research, there
is no diversity on the board of the current provider, none, and no
diversity, as far as we can find, in terms of the upper management
ranks of the provider. And while we do not say that in a way to
pass judgment, we say it in a way that the question at least should
be asked.

Mr. DAVIS OF ILLINOIS. Let me just agree with you, because I
kind of liken this to the merit selection of judges, and we used to
laugh about it in terms of who was determining that some people
had merit and other people didn’t. And then we decided to change
the system and found out that a lot of people have merit, and it
is very possible that the chief judge of our court system may not
have become a judge if we had not moved from the way that this
notion of merit selection, where insulated groups were making de-
terminations about the credentials and viability and possibility of
lots of other people.

Let me ask this. Legislating is not the easiest thing in the world.
I mean, there are many factors that always contribute to legislative
determinations and decisionmaking, and people who are defenders
of the system, they like the idea of suggesting that there is some
insulation from politics, that they really don’t have to be concerned
about external pressures, I guess, or efforts of external interven-
tion. And when I hear that, I am always reminded that you can’t
always determine what goes on around you, but you ought to be
able to determine how you react and respond to it.

Also, how do you think—and each one of you, if you would, and
perhaps this will even be our last question—how do we maintain
the integrity of systems and at the same time try and move them
toward the inclusiveness that we all talk about and hope to see and
fight for, and still maintain what would be called the integrity of
a process involving investment of these huge sums of money?
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Mr. BROWN. Mr. Chairman, one idea is the inclusiveness that the
legislation speaks of in the first place, and that is to say open it
up, allow different types of investments to be included in the Plan.
Now, what we have now is a very narrow set of things that is pos-
sible to be invested; there are index funds and they are just very
narrow.

Now, the problem with opening it up, of course, is opening it up,
and there would be opportunity for all these various other funds,
be it real estate investment trusts or commodities, or this thing or
that thing or another, and that could become unmanageable, but
it certainly would be open. Once it is then open, then, obviously,
there will be opportunities for different types of managers for dif-
ferent types of things. So, obviously, a particular manager might be
good at fixed income or another particular manager might be good
for one thing or another.

I think there will be great resistance to this because it would be
so open, but there are—and I think Mellody kind of commented on
this—there are various plans, 401(k) plans and others, around the
country that would give you a list of 20, 30, 40, as many different
opportunities as possible. And as I think she indicated, people vote
with their feet, they pick one fund versus another fund. Sometimes
they pick the wrong one; sometimes they pick the right one.

Mr. DAVIS OF ILLINOIS. Well, that is what the TSP people would
say that they are trying to make sure does not happen.

Mr. White.
Mr. WHITE. Yes, Mr. Chairman. A couple of things I might just

point out. One is somehow this idea that active management is
both political and/or social is just flat-out wrong. There is nothing
inherently political or social about active management. It is not
any more politically involved than passive management. So there
is nothing inherently social or political about either.

As was mentioned in an earlier panel, the key ought to be how
do we maximize returns for participants. That ought to be the driv-
ing force. Certainly, in addition to considerations about costs being
written into the legislation, the flexibility to include active manage-
ment, also considerations about risk and return ought to be in-
cluded within the legislation. Those are ways that traditional, well-
run, fiduciaraly sound plans, whether they be defined benefit or de-
fined contribution, typically include these kinds of considerations
as they make decisions about who manages assets.

I think, finally, this idea of having processes like competitive bid,
RFP, the use of external consultants. The Thrift Plan mentioned
that they had used Ennis Knupp, which is a consultant for many
of the large plans that we work for and others. Again, these are
all mechanisms to help maintain the integrity of the decision-
making about who gets to manage assets, so these are things that
can be built into legislation to help ensure the integrity of the proc-
ess.

But there is nothing inherently political or less political about a
passive strategy versus an active strategy. Just if I might add par-
enthetically, one might view a single provider for a plan that large
as some political sweetheart deal. I don’t necessarily think that be-
cause I think Barclays is a good firm. But the fact of the matter
is, again, single manager risk, specific company risk, particularly
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with a firm whose parent is a U.K.-based entity, and not a U.S. en-
tity, I think creates a lot of undue risk for participants. Certainly,
as we have seen with other large plans over the past year or so,
things happen with large investment firms that none of us could
anticipate.

Mr. DAVIS OF ILLINOIS. Well, thank you very much.
Ms. Hobson.
Ms. HOBSON. Yes. My add-on comments to very, very good per-

spectives are, one, we are not talking about revolution here; we are
talking about some incremental change. I would not sit here and
tell you that it is a bad plan; I am just saying it could be slightly
better if there were more participation and more inclusion. I would
not ever advocate 20 mutual funds. I would not ever advocate a
fund for every flavor and topic, because I think people then become
overwhelmed with the choices that they get. But I do think, on the
margin—again, not anything revolutionary, but more evolution-
ary—there is an opportunity here to make the fund slightly better,
the Plan slightly better.

The one way to de-emphasize any of the political conversation
that you are alluding to is, at the end of the day, in our business,
the really great thing is we have a score. We know who did well
and who didn’t. You can look at the numbers on the page every sin-
gle day in our business, every single day you can open up the news-
paper and see how your Ariel mutual fund did, and we know if we
won or lost that day versus the indices that are in this plan. So
the good news is that de-emphasizes any kind of political conversa-
tion because the numbers speak for themselves. And at the end of
the day, as I said before, people will go where the performance is,
which is also not political at all; it is in their own best interest.

Last but not least, when you look at any of the other plans that
are out there, you typically don’t see this. And if we take it a step
further and look at other Federal plans like the National Railroad
Retirement Trust, as an example, it has active management in it.
So you can’t argue the political active management discussion for
one plan and not have that same argument apply to another. So
I would hold that up as an example that would perhaps put a pin
in that issue very quickly.

Mr. DAVIS OF ILLINOIS. Well, let me just thank all three of you,
as we begin to adjourn.

Did you have another comment?
Mr. BROWN. Yes, just one very brief comment. The difference be-

tween the Thrift Savings Plan and other pension plans is that the
individual employee makes the decision for himself as to what is
going to be in his particular account. So one of the failures of the
Federal Thrift Savings Board and the Thrift Savings Plan is the
education or better education of the actual participants itself. Many
times they push this off to the Office of Personnel Management,
who is not here today, and that might be another consideration of
the committee, to talk with them at some point.

Mr. DAVIS OF ILLINOIS. Well, thank you all so much. I want to
thank all of the witnesses. I also want to thank all of you for com-
ing.

I am reminded of two things. One, a fellow named George Col-
lins, who used to be the Congressman representing the district that
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I represent. One of the first political speeches that I ever heard
George make, he said that the politician, Confucius said, that he
who tooteth not his own horn will find that same shall not be
tooteth.

I have sat through many hearings. I can tell you that there are
more Black-Americans in this room than most hearings I have at-
tended since I have been a Member of Congress, when the room
was overflowing. So I am appreciative of the fact that you are here
and that you are expressing the interests and displaying the exper-
tise that you have. Oftentimes, there are no minorities even on
panels testifying. There is nobody, seemingly, that is a minority
that is often asked to testify. So the perspective that we often get
is not one that contains the experiences of minority elements of our
population community.

So I want to thank you all for coming. I want to thank the staff
for the outstanding work that they have done in putting together
this opportunity. And with that, this hearing is adjourned.

[Whereupon, at 12:37 p.m., the subcommittee was adjourned.]
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